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By Lola Woodard Dudley
Convertible securities are included 
in the computation of primary earn­
ings per share (PEPS) only if they 
pass the test of common stock equiv­
alence. A useful test would only 
treat those convertible shares that 
are likely to be converted as com­
mon stock equivalents. The number 
of common stock equivalent shares 
should reflect conversions that will 
actually take place; otherwise, PEPS 
would be distorted and financial 
statement users could not rely on it.
Previous studies [Frank and Wey­
gandt, 1970; Hofstedt and West, 1971; 
and Rhodes and Snavely, 1973] have 
shown that the common stock equiv­
alence (CSE) test originally set up 
in Accounting Principles Board 
(APB) Opinion No. 15, “Earnings 
Per Share” (the “prime rate test”) did 
not accurately predict conversion of 
convertible bonds. They found that 
common stock equivalents were no 
more likely to be converted than 
non-common stock equivalents.
The Financial Accounting Stan­
dards Board (FASB) has modified the 
CSE test twice since these studies 
were conducted. Statement of Finan­
cial Accounting Standards (SFAS) 
No. 55, “Determining Whether a Con­
vertible Security is a Common Stock 
Equivalent,” changed the basis of 
comparison from the prime rate to 
the Aa corporate bond rate. The 
recently issued SFAS No. 85, “Yield 
Test for Determining Whether a Con­
vertible Security is a Common Stock 
Equivalent,” replaced the cash yield 
test with the effective yield test for 
convertible bonds. The purpose of 
this study was to determine whether 
the CSE test as modified by Finan­
cial Accounting Standards Board 
Statement 55 (FASB 55 Test) or 
Statement 85 (FASB 85 Test) pro­
duces figures which reflect actual 
conversions.
The Study
To evaluate the predictive ability 
of the FASB’s CSE tests, 115 con­
vertible securities (82 bonds and 33 
preferred stocks) issued during 
1976-1980 were studied. These 
securities represented all but three 
of the convertible security issues 
listed during that time by Moody's 
Bond Survey. Three issues were ex­
cluded because the proportion of 
the issue converted could not be 
determined.
The first step in testing the securi­
ty’s common stock equivalence was 
the calculation of its cash yield and 
effective yield. The yields were based 
on the price at which the security 
initially sold, either in an organized 
exchange or over the counter. In 
many cases, this initial price was dif­
ferent from the price at which the 
security was originally offered.
The effective yield used for the 
convertible bonds was the smallest 
of yield to maturity and the yields to 
all call dates. Since preferred stock 
does not have a maturity date, the 
effective yield was based on the time 
to call. For both bonds and preferred 
stock, there usually were multiple 
call dates; in these cases, the small­
est yield-to-call found was used in 
the computation.
The yields were compared to two- 
thirds of the Aa corporate bond rate 
to determine common stock equiv­
alence. The Aa corporate bond rate 
used was the average rate for the 
four or five days including or imme­
diately preceding the security’s issu­
ance date, as reported in Moody’s 
Bond Survey.
Next, the securities were traced 
for four years to determine whether 
substantial conversion had taken 
place. A conversion percentage of at 
least 25% of the initial issue was 
used to define substantial conver­
sion. Cutoff rates of 1% and 10% 
were also tested. The results did not 
differ significantly from those pre­
sented here.
Finally, tests were made to deter­
mine whether common stock equiv­
alentsand non-common stockequiv­
alents had different conversion 
rates. The data was examined using 
the Chi Square Independence of 
Classification test, for differences at 
the .05 level of significance.
Results
Very little conversion took place 
during the year the securities were 
issued, but considerable conversion 
took place in the following years. 
Table 1 summarizes the conversion 
that had occurred by the fourth year. 
For the vast majority of the securi­
ties, conversion was an “all or noth­
ing” situation. That is, by the fourth 
year after issuance, the security had 
either no conversion or 100% con­
version.
Only a relatively small proportion 
of the securities met either the FASB 
55 Test or the FASB 85 Test (Table 2). 
These results suggest that the tests 
are biased against common stock 
equivalence.
Differences in conversion percent­
ages by the fourth year were tested 
to determine whether common stock 
equivalents were more likely to be 
converted than non-common stock 
equivalents. (Differences in conver­
sion percentages for second and 
third years were also tested. The 
results did not differ significantly 
from those shown here.) The results 
of these comparisons (shown in 
Figure 1) are discussed in the follow­
ing sections.
FASB 55 Test
The FASB 55 Test classifies a 
security as a common stock equiv­
alent if its cash yield is less than 
two-thirds of the Aa corporate bond 
rate at the time it is issued. The cash 
yield is the annual dividend or inter­
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est rate divided by initial market 
price. Common stock equivalents 
are treated in the computation of 
PEPS as if they had been converted 
into common stock.
The common stock equivalents 
did have a slightly higher percent­
age of issues with substantial con­
version than the non-common stock 
equivalents did, 52% versus 46%. 
The difference, though, was not sta­
tistically significant.
The predictive value of the FASB 
55 Test for convertible bonds alone 
was also evaluated. Over half of the 
bonds (46 out of 82) had substantial 
conversion by the fourth year. The 
difference between the conversion 
rates of common stock equivalents 
and non-common stock equivalents 
was very small (57% versus 56%). 
Again, the difference was not statis­
tically significant.
The FASB 55 Test, like the APB 15 
Test, is not effective in separating 
securities with a high probability of 
conversion from those where the 
probability is low. The FASB did not 
increase the predictive value of the 
CSE test by changing from the prime 
rate to the Aa corporate bond rate as 
the basis of comparison.
FASB 85 Test
The FASB 85 Test classifies a bond 
as a common stock equivalent if its 
effective yield is less than two-thirds 
of the Aa corporate bond rate at 
issuance. The effective yield is the 
lowest of the yield to maturity and 
the yield to all call dates. FASB 85 
continues the use of a cash yield test 
for preferred stock. Since FASB 85 
differs from FASB 55 solely in requir­
ing an effective yield test for bonds, 
only the bonds in the sample were 
used in its evaluation.
A useful test would 
only treat those con­
vertible shares that are 
likely to be converted 
as common stock 
equivalents.
No significant difference was found 
between the conversion rates for 
common stockequivalentsand those 
for non-common stock equivalents. 
Just 50% of the common stock equiv­
alents, compared to 59% of the non- 
common stock equivalents, had been 
substantially converted by the fourth 
year. Thus, a higher percentage of 
non-common stock equivalents had 
substantial conversion than did the 
common stock equivalents. This 
observation is the reverse of what 
should have occurred if common 
stock equivalence predicts conver­
sion.
The FASB 85 Test of common 
stock equivalence is ineffective in 
distinguishing between securities 
that will be substantially converted 
and those that will not. Of particular 
concern is the fact that securities 
classified as non-common stock 
equivalents under this test actually 
showed a higher rate of conversion 
than the common stock equivalents. 
Instead of improving on the FASB 55 
Test, FASB 85 may have made the 
situation worse.
Effective Yield Test
There is no practical or concep­
tual reason for using different com­
mon stock equivalence tests for pre­
ferred stock and bonds, as FASB 85 
requires. An effective yield to call 
can be calculated for preferred stock 
as well as for bonds. So, an effective 
yield test could also be used for pre­
ferred stock. An effective yield test 
was applied to all the securities to 
see if it would produce results with 
more predictive ability than FASB 
85.
Once again, no statistically signif­
icant difference was found between 
the conversion rates of common 
stock equivalents and those of non- 
common stock equivalents. A higher 
percentage of non-common stock 
equivalents had substantial conver­
sion than did common stock equiv­
alents (48% versus 44%). Basing 
the test on effective yield did not 
improve the predictive ability of the 
test of common stock equivalence.
This study demonstrates that the 
tests of common stock equivalence 
devised by the FASB fail to distin­
guish between securities which will 
be converted and those which will 
not. Since this is the primary, indeed 
the only, requirement of such a test, 
both the FASB 55 Test and the FASB 
85 Test are essentially useless.
Misinformation
The results presented thus far 
show that the FASB’s common stock 
equivalence tests do not distinguish 
between securities which are likely 
to be converted and those that are 
not. Further analysis of the data, 
however, shows that the situation is 
even worse than that. Not only are 
the tests useless, they produce re­
sults that are misleading and, in fact, 
harmful.
Common stock equivalents are 
treated in PEPS calculations as 
though they had been 100% con­
verted. If common stock equivalent 
securities are not completely con­
verted, PEPS is understated through­
out the period these securities are 
outstanding. PEPS is reduced by 
assumed conversion that never 
occurs.
The tests of common 
stock equivalence 
devised by the FASB fail 
to distinguish between 
securities which will be 
converted and those 
which will not.
Non-common stock equivalents 
are excluded from PEPS; zero con­
version is assumed for them. If any 
conversion occurs for non-common 
stock equivalents, PEPS is over­
stated during the time they are out­
standing.
Conversion experience by the 
fourth year shows that both CSE 
tests would have provided users with 
deceptive PEPS in over half of the 
cases (Table 3). Using the FASB 55 
Test, PEPS would have been under­
stated in thirteen instances because 
common stock equivalents had less 
than 100% conversion. PEPS would 
have been overstated in 50 cases 
because securities which did not 
meet this CSE test were totally or 
partially converted. Of these 50 
issues, 38 were 100% converted.
When the FASB 85 Test is used, 
the situation is much the same. Hind­
sight shows that 67 of the securities 
were misclassified — 17 common 
stock equivalents had no conver­
sion and 50 non-common stock 
equivalents had some conversion. 
Thus, the FASB 85 Test also incor­
rectly predicted conversion over 50% 
of the time with nearly three-fourths 
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(50/67) of the incorrect predictions 
causing overstatements of PEPS.
This analysis shows that both the 
FASB 55 Test and the FASB 85 Test 
have great potential to mislead finan­
cial statement users. In terms of 
actual conversion by the fourth year, 
both tests misclassify securities over 
half the time, with overstatements of 
PEPS predominating.
The CSE tests 
adopted by the FASB 
do not produce 
results that are useful 
to decision makers.
Securities that were classified as 
non-common stock equivalents but 
which were actually converted into 
common stock cause the most con­
cern because this situation results in 
an overstatement of earnings per 
share. Such a bias can only add to 
problems caused by management 
attempts to increase reported in­
come.
In addition, the four-year period 
covered by this study is a relatively 
short time in the life of bonds or pre­
ferred stock. The common stock 
equivalents that were not converted 
by the fourth year could still be con­
verted, so they might turn out to be 
correctly classified after all. The non­
common stock equivalents that had 
some conversion, however, cannot 
be correctly classified. More con­
version in subsequent years can only 
make things worse.
Conclusions
The APB chose to base its test of 
common stock equivalence on cash 
yield and the prime rate because 
such information is easily verifiable, 
practical, and readily obtainable. The 
FASB also seems to consider of 
paramount importance the basing 
of this test on objective, readily de­
terminable information. Verifiable, 
objective evidence is needed, but 
these qualities alone are not enough 
to make financial reports useful.
Neither of the CSE tests devised 
by the FASB has predictive value. 
Because the common stock equiv­
alence test lacks predictive value, 
PEPS based on it is useless to deci­
sion makers.
The FASB has not addressed this 
problem. Patches have been applied 
to the CSE test when severe practi­
cal problems have arisen, but the 
FASB has stuck with the same basic 
structure. Inversion of interest rates 
— long-term rates below short-term 
rates — caused the switch from a 
prime rate test to an Aa corporate 
bond rate test. The popularity of 
“zero interest bonds,” which do not 
have a cash yield, induced the FASB 
to change to an effective yield test 
for convertible bonds. Neither of 
these alterations really changed the 
procedure.
The FASB has three alternatives 
for dealing with the failure of its CSE 
tests. One, it can uphold the present 
structure. This will probably require 
more patching as additional prob­
lems arise. Two, the FASB can adopt 
a CSE test that has more predictive 
value. Such methods are available. 
A study by Frank and Weygandt 
[1971] suggests that a convertible 
debenture’s conversion value/call 
price ratio has predictive value. 
Arnold and Humann [1973] found 
some indication that the market par­
ity method, which compares a con­
vertible security’s market value with 
its conversion value, produces re­
sults with predictive ability. Three, 
the FASB can junk PEPS, using only 
fully diluted earnings per share 
(FDEPS) to disclose potential dilu­
tion. Both the FASB 55 Test and the 
FASB 85 Test appear to overstate 
PEPS in far too many cases. Simply 
eliminating PEPS and presenting 
only fully diluted earnings per share 
would be better. Assumed conver­
sion would coincide with actual con­
version more often than with either 
of these tests, and at least EPS 
would not be overstated. Presenting 
FDEPS and simple earnings per 
share would give financial statement 
users information about the com­
plete range of EPS possibilities.
Either the second or third alterna­
tive would be preferable to the pres­
ent situation. The CSE tests adopted 
by the FASB do not produce results 
that are useful to decision makers. 
For the FASB to continue to require 
a useless procedure simply because 
it is objective would appear to be 
contrary to the purposes of financial 
accounting.Ω
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Results of Tests of Common Stock Equivalence
No. % No. %
FASB 55 Test — All Securities 27 23% 88 77% 115
FASB 55 Test — Bonds 21 26 61 74 82
FASB 85 Test - Bonds 26 32 56 68 82









FASB 55 FASB 85
CSEs With Less Than 100% Conversion 13 17
NonCSEs With Some Conversion 50 50
TOTAL 63 67
FIGURE 1
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ing upon the qualifications of 
the person selected. Applicants 
should have an earned docto­
rate, possess efficient adminis­
trative skills, be an effective 
teacher, and provide evidence of 
scholarly achievements in re­
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An equal opportunity, affirma­
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